
basic local rates are not unreasonable in light of the high costs that the CLEC will face. A

misspecification of these inputs may yield results that, on their face. appear reasonable,

but which could not occur in reality_

B. The Model Fails to Consider Certain Key Factors in the Development of
Competition for Local Exchange Services

Among the most important variables that will affect the ability of CLECs

profitably to provide local exchange service are the method adopted for reciprocal

compensation for local exchange traffic originating on CLEC networks and terminating

on ILEC networks and vice versa, and the development of a competitively neutral

universal service funding mechanism as required by Section 254 of the Act. Neither of

these variables is considered by the model.

As discussed in MCl's Comments in response to the Notice of Proposed

Rulemaking in this proceeding, the method adopted for reciprocal compensation for the

exchange of local exchange traffic is of crucial importance to CLECs in determining

whether they profitably may enter the market for local exchange services. A rate set

substantially above cost. or a differential in rates between the rate charged for traffic

originating on the CLEC's network and terminating on the fLEC's network and that

charged for traffic going in the opposite direction may have a major effect on the rate

charged by the CLEC and may determine whether CIECs may enter the market at all.

This is due to the fact that. at least initially. the vast majority of the CLECs' traffic will

terminate on the ILEC's network, while only a very small proportion of the ILEC's total
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traffic will terminate to the CLECs' networks.: J The model does not permit specification

of what reciprocal compensation mechanism will be adopted. nor does it permit

specification of a rate to be charged for local traffic exchange.

The model's treatment of universal senrice funding assumes that current universal

service funding programs will remain in place. and that all universal service funding will

be provided only to ILECs. While the model appears to provide for consideration of

alternative funding mechanisms for universal service. the relationship between the

adoption of alternative funding mechanisms and the existing universal service fund is not

modeled. At specification 58, the user of the model may enter a value for total universal

service funding by year. In specifications 59 through 65. the user may enter per-minute

amounts to be surcharged on access minutes or toll minutes. or a percentage surcharge on

total telecommunications revenue or total interstate telecommunications revenue.

However, there is no relationship in the model between the amounts entered in

specifications 59 through 65 and the amount of universal service funding in specification

58.

Thus, the model fails to permit consideration of a universal service funding

mechanism that is portable among carriers. and fails to consider the effects on the need

for current universal service funding in light of any alternative mechanisms for generating

universal service support. As a consequence of the Jack of funding portability in the

model, a set of specifications could be entered that would appear to make CLEC entry

into the local market unprofitable (because the rate charged for unbundled loops, defined

23 Even though a larger proportion of the CLEC's total traffic will terminate on the
ILEC's network, there is no reason to believe that traffic exchanged between the
carriers will be out of balance in absolute terms.
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in the model as the current incremental cost plus anv markups above cost specified),

when a portable universal service funding mechanism would permit entry. At the same

time, the total amount of universal service funding specified in the model goes to the

ILEC bottom line, regardless of market penetration by the CLECs and the amount of

universal service funding generated by other means

C. The Model Fails to Consider Certain Key Variables That Will Affect the
Profitability of Companies Participating in the Market

In determining profitability of the fLEes. the model considers revenues only from

basic local service, toll services, access services. private line services, and other billings

to carriers. While the model has an input for growth in cellular services (specification

185) this value is used only in calculating total telecommunications revenue for purposes

of calculating universal service funding that might he derived if a surcharge is imposed

on this revenue in specifications 62 and 63 Any cellular revenue or growth in cellular

revenue is not considered in calculating ILEe earnings. This omission is only one of

several potential sources of profit for the ILEes that the model fails to consider. The

RBOCs have announced ventures in internet access services. video programming, cable

television, and a host of other services. In addition .. most of the RBOCs are involved in

international ventures to provide telecommunications and other related services. None of

these potential sources of profit are considered in calculating the net effects on ILEC

earnings of the development ofIocal competition and ILEe entry into the interLATA

long distance market. lfthe Commission's concern is that its actions in setting

interconnection and unbundled element rates or rules concerning these rates might have a

detrimental impact on ILEC stock prices or dividend payments, it should recognize that
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the model presents a very incomplete picture, and that the actual effect on earnings, when

all sources of revenue and profits are considered. almost certainly will be substantially

less than that depicted in the model.

The model also fails to consider a key impact to ILEC costs -- the effect of

mergers between RBOCs .. The model assumes that all m-region interLATA toll calls

provided by the ILECs will terminate on their own network and thus will incur a different

(and lower) cost than interLATA toll calls terminating out of region (which are assumed

to be resold IXC minutes). Two mergers ofRBOCs already have been proposed -- that

between Pacific Telesis and SBC Corporation. and that between Bell Atlantic and

NYNEX. Ifthese mergers were to be completed. then a much higher proportion of calls

than is contemplated by the model would effectivelv terminate "in-region" and thus

would incur a lower cost per minute. Because these minutes were assumed in the model

to be resold IXC minutes. the effect of mergers al S0 would be to bring additional pressure

to bear on IXC earnings, because IXCs would lose even the small margin likely to be

derived from these resold minutes.

The model would benefit from a more detailed examination of the relationship

between rates and costs for various services. Specification 30, for example, combines

interstate and international usage. These two services have a very different cost/price

relationship, and targeting of specific subsets of these customers by the ILECs as they

begin to provide interLATA long distance could have a quite different impacts on IXC

profitability. The calculation of the extent to which new entrants will target the most

profitable customers also could benefit from a more detailed consideration of the factors

that make a customer profitable for a carrier The model is based on the assumption that
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the high-volume toll user is the most profitable customer. This may not, in fact, be the

case. In considering the total expenditures by a "total bill" customer, both the relationship

between price and cost for the various services purchased by the customer, and the

volumes associated with the customer's use of these services will be important in

determining overall profitability. ILEe vertical services. for example, have a very high

profit margin today. A customer who is a heavy user of vertical services may be more

attractive than a high-volume toll user. This is particularly true as the higher-volume

customers can demand a larger discount off full retai I rates, thus narrowing the per

minute profit margin. than can a lower-volume clIstomer. Some of the IXCs' largest

business customers are telecommunications resellers Given the large discount negotiated

by these customers. they are only marginally profitable today,

Finally. the model fails to consider the effects of local usage patterns on

profitability. Local usage is assumed to be the same tor all loops. and the cost of

switching and transporting calls within a local calling area are not modeled. Where rates

for basic local service are set on a usage-sensitive basis, the calling patterns of particular

customer classes may be important in determining which local customers are profitable

and which are not This will be particularly true in the case where an explicit rate is

adopted for exchange of local traffic between the n ECs and CLECs. In this case, the

calling patterns of customer classes may have significant effects on the profitability of

CLECs, and, to a much lesser extent, the fLEes

25



D. Certain Calculations in the Model Are Incorrect and Generate Misleading
Results

The model released in conjunction with the Notice contains a number of flaws

that seriously affect its reliability in predicting market outcomes. Some of the flaws

identified by MCI thus far are:

1) Treatment of "stranded" facilities

The model purports to calculate the effects on ILEC costs of any investment in

facilities "stranded" due to the development of competition. This component of the model

is controlled by specifications 151 ("Loss in line growth at which cost is increased to

represent stranded plant"). 152 ("Loss in line growth at which maximum 'shadow' line per

lost line is imputed"), 153 ("Percentage of ordinary line cost attributed to 'shadow' lines"),

and 154 ("% of which is reduced in each of 10 succeSS1ve years (maximum 10%)"). As

Mcr understands this portion of the model.. a value entered in specification 152 will result

in a portion of the cost ofa certain percentage of the difference between baseline line

growth and per-specification line growth to be imputed to the ILECs' total costs. Because

the model calculates costs for "stranded" plant hased on loss in line growth rather than

loss in total lines, the model would permit plant to he considered "stranded" even ifit has

not yet been built. In other words, even with a positive line growth, where the LEC is

continuing to add plant to respond to increasing demand, some amount of plant could be

considered to be "stranded." In actuality, any prohlem that may develop due to "stranded"

plant will not occur unless ILEC line growth is negative -- that is, until CLEC facilities-

based competition has grown to the extent that former ILEe customers are abandoning
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ILEC loops for CLEC loops at a rate faster than the underlying growth in access lines.

For this reason, MCI believes that this component of the model generates inaccurate

results, and specifications 151-154 should be set to zero if the model is to be considered

in the Commission's decision-making.

2) Treatment of changes in embedded cost

The model permits the user to input at specification number 131 the annual

percent change in carriers' embedded cost This value is applied to the embedded cost

base ofILECs, CLECs and IXCs without distinction The assumption underlying this

calculation would appear to be that all three types of carriers are equally efficient, and

therefore should experience the same degree of overa]] cost reduction over time. In fact,

IXCs, who have operated in a competitive market for the last several years, and CLECs.

who are entering a market as competitive companies. will have far less opportunity to

reduce their embedded cost base than will the ILFCs who have operated primarily in a

protected monopoly environment in the past The model does permit the user to specify a

one-time write-offof assets (specification 95) and to specify an percentage by which the

ILECs may reduce costs if their rate of return falls below 75 percent (specification 123).

But there is no provision in the model to recognize the ongoing cost reductions that the

ILECs may be able to achieve as competition develops, nor to recognize the differences

in the embedded cost base between competitive companies and companies that have

operated in a monopoly environment.

3) No differential treatment ofCLEC and II.Fe incremental loop costs
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The model uses a single value to represent the cost to ILECs of providing

additional loops and the cost to CLECs of providing additional (facilities-based) loops,

and does not permit a differential in cost between the two types of carriers. While the

degree of competition from these technologies is uncertain. it is probably that some new

entrants will use a different technology for provisioning loops than that used by ILECs

(u,., wireless, cable telephony) and that all CLEf's will likely use a different network

architecture, this does not appear to be a reasonable assumption. The model should permit

independent specification of the cost ofILEC loops and CLEC facilities-based loops.

4) No differential in cost for unbundled loop used in conjunction with CLEC
switching vs. combined with unbundled local switching

The model does not distinguish in the charge to a CLEC for an unbundled loop

where the CLEC provides switching and where the CLEC does not provide switching.

The amount specified for the current incremental cost of providing an additional loop at

specification 99 includes the local usage (switching and transport within the local calling

area) associated with that loop. The costs attributed to the operation of the CLECs is this

amount plus any markup defined in specifications 10 and 11 multiplied by the total

number of CLEC loops less CLEC facilities-based loops. Thus, even if a positive value is

specified in specification number 72 for the percentage of CLEC loops served by CLEC

switches, the total cost of the loop, including local switching and transport, is attributed

to the CLECs' total costs. The result is to overstate CLEC costs (presumably unbundled

loops and unbundled local switching will be available as separate unbundled elements)

for those loops served by the CLECs' switches.
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5) Universal service costs (to CLECs) appear to be double-counted

In detennining IXC/CLEC operating income. the model first sums the total

billings by the ILECs to other carriers. This amount is found in the "D" level sheet at row

535. Included in this amount is the amount input at specification 58 for universal service

funding. In addition to the LEC billings. the model adds costs for adding or churning

loops, and for billing and collection. In line 538. the total amount for billing and

collection per loop (including ILEC residual loops. see paragraph 6 below) is added to a

per-line universal service amount, found in row :" 21. The amount is row 521 is calculated

as the total universal service amount (specification '58) divided by the total of CLEC

business and residential loops and stated on a monthly basis. Universal service funding

thus appears as a cost to the lXC/CLEC segment twice -- once as part of the total LEC

billings to the IXC/CLEC segment, and a second time as a part of the billing and

collection cost per loop. The result is that [XCiCLFC costs are overstated on an annual

basis by the amount of total universal service funding.

6) Mathematical errors

The version of the model released in conjunction with the Notice

(MODEL30.WKS) contains two mathematical errors that MCl has discovered thus far in

its examination ofthe model. First, the calculation of the cost of an additional access

minute net of depreciation and return at specification number 102 is incorrect. The model

calculates this amount as the total cost in specification 101 multiplied by the "ROR and

depreciation component" in line 99. The amount should be calculated as the amount

specified in specification I0 I multiplied by one minus the "ROR and depreciation
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component" in line 99. MCI discussed this concern with staff in the informal meeting

conducted by staff on June 20. 1996, and believes that this error has been corrected in

subsequent version of the model that has not yet heen placed in the public record.

Second, the billing and collection cost for CLEes !s calculated in the "0" level sheet, at

row 538, as the sum of CLEC unbundled and facilities-based loops, plus the LEC

"residual" loops times the billing and collection cost per loop. As a result, it appears that

the model is attributing to CLEC total costs the billing and collection costs not only for

the CLECs' loops. but also for those ILEe loops serving customers that have not become

ILEC "total bill" customers. In addition. this amount appears to be redundant of row 537.

which is the billing and collection expenses associated with only CLEC loops. If this is

correct. then the actual cost for billing and collection fl)f CLEC loops is double-counted.

MCI believes that this dramatically overstates costs for the CLECs.

While MCI is appreciative ofthe extra time granted for the filing of comments

regarding the model. the complexity of the model has precluded a complete analysis of all

calculations contained in the model. There may yet be other problems of which we are

not aware.

IV. Correct Values for Input Assumptions

As explained in the preceding section. the model fails to consider a number of

important variables that will affect the ability of CLEes profitably to enter the local

market, fails to consider a number of factors that will affect the overall profitability of the

ILECs, and contains mathematical and logical errors that affect the accuracy and
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reliability ofthe model's conclusions. To the extent that anyone uses the model in

estimating the impact on industry segments of various decision regarding the pricing of

interconnection and unbundled network elements. it would be essential that reasonable

and coordinating inputs be used in specifying the operation of the model.

While Mcr does not believe that use of the model in informing the Commission's

decisions in this proceeding is appropriate. it offers in this section some suggestions for

specification of the model that appear to yield reasonahle outcomes. These suggestions

are contained in an attachment to these Comments. Attachment B. In addition. MCI has

incorporated into the FCC staffs model additional components that estimate the effect on

stock prices for each of the seven RBOCs of changes in the FCC's model. The stock price

calculator components assume that the baseline specified in the model correspond to the

baseline estimate of stock analysts' earning forecasts contained in MCl's financial impact

model. Increases or decreases in ILEC earnings predicted by the FCC model were then

used as an input to the financial impact model to determine the likely impact on RBOC

stock prices given the scenario specified in the FCC model

The scenario presented contains what Mel believes to be reasonable assumptions

on values such as the underlying growth rate for various services. the underlying rate

reduction rate for various services. and the rate of market penetration for CLECs into the

local market, and for ILECs into the interLATA market (of course, this value depends

crucially on the rate charged for unbundled network elements and upon other factors not

considered in the model. as noted above) The haseline used for comparison purposes

assumes no market entry by ILECs into the interI L\TA market. and no entry by CLECs

into the local market
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In Attachment B. the effects of reducing the price of both interstate and intrastate

access to cost by the year 1998 is illustrated .. MCI has specified that the industry structure

factor (specification 66) is set at 0.5, and has posited ILEC acquisition of "total bill"

business customers at 15% and 30% for residential customers (achieved in the year 2000\

and CLEC penetration of the local market at 25% t()r business customers and 20% for

residential customers (achieved in the year 2002) No markup over incremental cost for

interconnection and unbundled network elements is assumed. As can be seen from the

output sheets in this scenario, ILEe earnings decline in the first year of the transition, but

the losses are made more than good in subsequent years as interLATA market share

increases. At the same time, the IXC/CLEC profit rate remains below the ILECs'.

Consumer surplus and overall economic surplus are positive. and the immediate effect on

ILEC stock prices is very slightly negative

This scenario illustrates the importance of significant reductions in access charges

prior to entry of the RBOCs into the interLATA market Without such reductions, the

rapid increase in ILEC market share will reduce [XC margins to a far greater extent than

can be offset by increases in earnings due to CI.Fe entry into the local market.

32



v. Conclusion

For the reasons stated herein, the Commission must not rely upon the released

model in reaching its decisions in this proceeding The Commission should adopt prices

for interconnection and unbundled network elements which are set at TSLRIC.

Respectfully submitted,
MCI TELECOMMUNICAnONS
CORPORAnON

1::rJB;;';;';; AJ:, .~--._-~--------
Mark/Bryant
Don Sussman
MCI Telecommunications Corporation
1801 Pennsylvania Ave. NW
Washington, D.C'. 20006
(202)887-2)) I

Filed: July 8, 1996
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ATTACHMENT A:
Review of RBoe Stock Price Sensitivity

A review of RBOC stock price sensitivity demonstrates that RBOC stock prices exhibit
little or no reaction to regulatory actions since the enactment of the Telecommunications
Act of 1996.

1) February 8, 1996 - Enactment of the Telecommunications Act of 1996.

RBOC Industry Group Price
2/7 450.71
2/8 444.65
2/9 446.80

2) April 1L 1996 - Washington UTC cuts rrsw revenue by $91 million a year
(Docket UT-950200).

USW Share Price
4110 $32.25
4111 $32.00
4/12 $32.50

RBOC Industry Group Price
4/10 $380.23
4/ll $377.89
4/12 $~83.50

NOTE: USW's price declined on the date of the rate case and rose back to over previous
levels the day after the case. The overall RBOC average trend was the same during that
time period.

3) April 19, 1996 - FCC releases Notice of Proposed Rulemaking on Interconnection
(CC Docket No. 96-98).

RBOC Industry (TroUp Price
4/18 $393.63
4/19 $400.66
4/22 $405.65



4) May 29, 1996 - Georgia PSC orders 20.3% residential and 17% business
discounts for resale (Docket 6352-U)

BellSouth
5/28 $41.63
5/29 $41.50
5/30 $41.63

RBOC Industry Group Price
5/28 $404.18
5/29 $401.40
5/30 $396.25

NOTE: Average price rebounded to over $400 within 23 days on April 22nd. The closing
price on that day was $405.65.

5) June 24, 1996 - The Wall Street Journal prints story that RBOC revenues could be
jeopardized if FCC adopts pricing decision promoted by the long distance
industry.

RBOC Industry Group Price
6/21 $397.00
6/24 $396.85
6/25 $393.88

NOTE: Share price for the RBOC average rebounded to 6/21 level within 3 days after the
article is published. The close for the RBOC average on 6/27 was $399.

6) June 26, 1996 - The Michigan PSC orders dialing parity within 30 days (Docket
U-1 0138). The Illinois Commerce Commission releases decisions which provide
average wholesale discount of22% for resale oflocal service (Docket 95-458)
and which order a $31 million reduction in rates for Ameritech customers (DockeT
96-0172).

Ameritech Share Price
6/25 $58.37
6/26 $57.37
6/27 $58.38

RBOC Industry Group Price
6/25 $393.88
6/26 $391.96
6/2'7 $399.14



7) June 27, 1996 - FCC adopts local number portahility decision (CC Docket No.
95-116).

RBOC Industry Group Price
6/26 $391.96
6/27 $399.14
6/28 $404.52
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1)000% '<1000% 1DOOO% 10000% 10000% 10000% 10000% 10000%

CLEe flow-through (In per minute toll rates i ""1 rile difference between trad.1tlonB:
and a1ternabve access marges

41 Rssldef'ltlallnterstate
42 Rssldef'lllallnlrastate
43 Business Interstate
44 Business Intrastate

10 00ll>
10 00ll>
10 00ll>
10 OC%

10 00ll>
10 00ll>
10 00ll>
1D 00ll>

10 00ll>
10 00ll>
10 00ll>
10 00ll>

10 00ll>
10 00ll>
10 00ll>
10 00ll>

10 00ll>
10 00ll>
10 00ll>
10 00ll>

10 00ll>
10 00ll>
10 00ll>
10 t::O*

10 00ll>
10 00ll>
10 0CAb
10 00ll>

10 00ll>
10 00ll>
10 00ll>
10 00ll>

Annual change In non-access mmp:nent rJ trjl rates
4S before mflQt,on
45

Added 1="'C8 ruts to non-aocess portion of 1,,1 cMrqes 10(
47 CLECIlEC 'tctal t>1l" resldef'lual customer,
4R
49 CLECIlEC 'tctal t>1I" business customers
50
51 All customers tlrst year of LEe entry Into InterLATA

STD

STD

STD

4 CI*>
002

00CJ'lt,
005

OOCJ'lt,
005
0CJ'lt,

4 CAb

DCJ'lt,

0CJ'lt,

10 CJ'lt,

) CJ'lt,

0CJ'lt,

10 Olb

00%

10 Olb

41:1*

00%

'0 IJ1t

40lb

00%

0CJ'lt,

1OCJ'lt,

00%

00%

10 CJ'lt,

PI iqt ElgticjtiM
52 TOil ""rvlce alastlaly based on currenl period rale mange
53 TOil service elaslaly based on currenl one-year 1="'0( rele chenge
54 Toll serYlce eleslaty t>ased on current lwo-year pnO( rale change
55 Regdenllallocal servlCB elastlaly (based on tolal bill)
55 RegderlllaJ aOdrt,onaJ I,na elasbaly (based m local rale,
rs7 BUSIness local servlca elastlolv (based o~ i{)cai rate)

SIiWlIUJI
58 Universal serYICB funclng ($t>IIIOns)
59 Flal amounl per customer line
60 Per Intenlate tradtlonal aocess minute
51 Per Inlrastaus Iradtlonal aocess minute
62 Percentage or all TRS repalalje end-user re'lF.lflue
63 Parcentage of all TRS reporfable Interstala and-user revenue
64 Per minute d toll servIce (InterlAT A and IntraL ATA."
65 Per minute cJ Interstate toU servl03

$0 583 J;U 698

040
025
005

0008
010
e1n

$1)719 $0 741
$0.00

$0 0CXl0
$0 0CXl0

0CJ'lt,
0CJ'lt,

$0 0CXl0
$0 0CXl0

$0 741
$000

$0 0CXl0
$0 0CXl0

OCJ'lt,
0CJ'lt,

$0 0CXl0
$0 0CXl0

$0 741
$000

$0 0CXl0
$0 0CXl0

OCJ'lt,
0CJ'lt,

$0 0CXl0
$0 0CXl0

$0 741
$000

$0 0CXl0
$0 0CXl0

00%
00%

$0 0CXl0
$0 OCXlC

$0 741
$000

$OOCXlO
$OOCXlO

0CJ'lt,
0CJ'lt,

$0 0CXl0
$0 0CXl0

$0 741
$000

$0 0CXl0
$0 0CXl0

00%
0CJ'lt,

$0 0CXl0
$0 0CXl0

!DIIIIIiL~
65 D,stnbutlon skawmg factor [ 1= very little. 1= pura cream skim) 050 STD 0 1

Note CLEes are likely to target the most profilable customers...nen Ihey enler a mar1let The LECs would likely cl> Ihe same ...nen enlenng IX C
rnart<ets ThiS IS called "cream skimming" The model has 7 calegones r:i rssldef'llial customers and 3 categmes r:i bUSiness QJstomers slraldled
by 101 usaga The model assumas tnal the hlgMst YOIuma lOll ruslorners ara the most profitable The user uses the sIr_ng factor to speafy how
sua:esstuf competitors WIll be at craam slommlng To saa how thiS factor works. SPeCIfy a grOWIng perCBrlIage rJ regdenllal CLEC or LEC '~otal 0111"
IOOp6, vary the slrew. and then observe the modeled dstnbut,on of 'propnalarv' customS's by loll usage categorv (apl="O)( lines 77·64 In the E
leVel)

76 % cA buSiness orlgnatlog minutes via ~eoal ac:coos

% r:i allloop6 prOVided by CLECs INOIo HUN w,1l range ,alue all of tho perr~.'nlaqes

Resldef'ltlal
BU5mess

% d all loops that beccme LEe ''totat bill" '''.Is1omers (Note !RUN Will range \/<ilue ~II '1 n"A nerr:entages )
Resuje"tlal
BUSiness

67 % ct CLEe traffiC at alternative access merges \IS Iracltlmal aocess merges

68
69
70 STD1 fl)( avg percent dlflAferl03 all years
71 STD2 fCi year-over-vear Changes
72 % CLEC loops served by CLEC SVYltm
13 % CLEC loops l="oYlded wrth CLEC's own faC1lltles
74 Likelihood r:i terminating Wllh affiliale II CLEC on9nates a call
75 % rI termlr'\atlng tal that Ixes "r~routFt t() lEI thru CLEc

IXC share ct LEe reslciJal customer Intra! t1Tt tol
77 Rssldef'liial
78 BUSiness

79
00
81 STD1 evg percent dfference
82 STD2 year oyer year changes
ffi Percent rf LEe orlglnaled Inlerslale that termmates "In region"
84 Percent cI LEe onglnated Intrastate that terminates >'In region"

,'*'

ID%
nJb

10CJ'lt,

000
000
() 2~

25

.""

OOC
000
025
025
~CJ'lt,

COlb

10CJ'lt,

002
oro

20 CJ'lt,
10%

CJ'lt,
(Jo%

143%

000
000

10CJ'lt,

005
007

20 CJ'lt,
20%

CJ'lt,
00%

447%

11%
11%

012
D08

10CJ'lt,

DO?
D10

25 CJ'lt,
3CJ'lt,

CJ'lt,
()~

'2%
'2%

024
12

100%

010
o 1f:

25 CJ'lt,
4CJ'lt,

CJ'lt,
"0%

14%
14%

'0CJ'lt,

015
020

30 CJ'lt,
50%

CJ'lt,
00%

451%

16%
16%

030
015

10CJ'lt,

020
025

30 CJ'lt,
8CJ'lt,

CJ'lt,
OCJ'lt,

46 &II,

18%
18%

030
01S

B5 r::hum
85
87
88

% 'total 0111' & untlJndled CLEC inops that dlum In 1996
STD Inrtlal mum rale

YeaJ·over·year mange In churn ra.te :rtfOLu:ji 2002
Chum rate for 2002 thrauqn 20' .

STD

K.tY~po<iCjglhqDI
B9 Inflation In the economy (chain-type GDP pnm lr,oo><)
90
91 Growth In real GOP
92 Moody's Aaa Corporate bond Yield

93 Del="eClabOn rate
94 Incre_ In depr reserve per oollar r:i del=" e'pense
95 Ooe-bme Wl'lte-r:ifs d gross plant ($0Illon5. shown positive)
95 Change In deferred taxes and dher pepald 8l<penses
97 Amortization ot deterred taxes and dher prepaId 9>q:)E!f'lSes
CJ6 Percent r:i la' at statutory rale thaI ... 11 be deterred

2!J'1b
'22

0013 0013
045456 ')44891

5%

2"""
, 59

)073
G55

liD

25%
0000

18%
7 H)

)013
045

liD

28%

20%
740

0013
045

$0

8CJ'lt,
5Ci'lb

27%

2CJ'lt,
740

0013
045

$0

8CJ'lt,
5Ci'lb

27%

22%
740

0013
045

$0

27%

22%
740

007:'1
045

$0

27%

22%
740

0073
045

$0

27%

22%
740

0013
0.45

$0

Nete The model calQJlates tile tracitlonal .fe's ROO on rate base Fha 'TOdel's rate 0093 1$ calQJlated as goss ~ant minus BCOJmulaled
Page 2 Il.,ttechmef'lt . 718/96135 PM



i~,,,,,,...,,,",,,,,,,,m

cca.oGC Slmul*lon 1993 1994 '995 1996 1997 1998 '999
de"'l!O:lsllon ,_ cost·lr..... esptsl For 1991 LECs rlOlX'rlQd sbrut $50 I:ollton d 01n.., Ilal:'lIIII"'; snd dllil..,r..d cr'-'dltE In USOA ~3oo I..v,-" ar.>:Dunt.
These InOu()e, tor example, oyer $20 billion In teoeral taxes whlc+'l were Inauoea In LEI: revenue reqJlrements but WhlC1" had not oeen f=Qld as d
rJ"",,",M:\1 1!'l94 RFl<JJI~tnr" tr~<1tlnn~lIy Irp.~t thP..'l" ~m"'Jnt,. ~,. m,,, fr.... ""nll~1 Th.. IrI~l" In Ih" 4:\00 ~f'r:t'lIlnl.g_ r~nlr1y thrnlJ']h 1!'l94 h'"
may beccme relatively stable starting In 1995 because d tax law manges setting the two preceedlr,g ~eaflcatlO1s at ~B'% and 50% proci.Jces a
relatlvelv stable tdalln the base case see tne expense sedlon (appro);' !Ine 26m w 'hp C' Ipv91

2000 2001 2002

Kay, CMt SposiCptiDDI. continued
WI.Da
Current IOqemeotal cost . modelled as cost QeL.man9liID--Rhv.s.u:a1J.ruts

99 Added moothly cost fa ",ovldlng an acij,t,ooalloe<;'
100 (Less InOuded RCfl & depr90aboo)
101 Added sWltdhng cost for adollonal across ",,"ule
102 (Less InOuded RCfl & depreoaboo)

Assumed percent ofterence betwe"" C ICs SP90lled
1m r:lboVB and the actual CICs for loops ..mrj eCfPSS mmules

;1510 RCfl & depreoatlOn compooenl 5O'lb
$755

$0 0045 $0 0045 $0 0045 $0 0046 $0 0046 $0 0045 $0 0047 $0 004 7 $0 004 7
$0 CW3 $I) ooz; $0 0023 $0 0023 $0 0023 $0 0023 $0 0023 $0 0023 $0 0024

104

105
'06

,Added moolhly COSI to prOVloe bllllngicustomElf SElfViDe $4 00 $4 00
{Note: Cost IS per loop Half the amount speafled IS removed from expense It,_ [ C I::lJ!'1Ofl1er ,'0l)p8 decreasei

Added LEC expanse cJ addtng a churning an unblJnded loop (Induong 0,"",'
Aa::ted CLEC 9)(penSe d adr:1ng or cnurnJng an untl,Jndled 11')(';'0 rind m~rj(ettnq

$400

$5000
$7500

$400

$5085
$75211

$400

$5171
$77'07

$400

$5259
$7889

$400

$5349
$8023

$400

$5440
$81&1

To prOVIde regoanllalloll par minute (less RCfl & depreaabon,
107 InterslllleloillnOudlng IntElfnatlooal settlements
108 Intraslllle toll

To proVl08 blJSlness loll per minute (less ROR & depreoallC1'"
109 Interstate 1011 mdudlng International settlements:
'10 Intrastate loll

$0 0010 $0 0010 $0 0010
$0 0300W 0300 $0 0300

$0 0500 $0 0500 $0 0500
$0 0200 $0 0200 $0 0200

$0 0015 $0 0019 $0 0513 $0 0518 $0 0522 $0 0526
$0 0302 $0 0305 $0 0307 $0 0309 $0 0311 $0 0313

$0 0504 $0 0508 $0 0511 $0 0515 $0 0516 $0 0522
$0 0202 $0 0203 $0 = $0 0206 $0 0207 $0 0209

~gJlJSpensethat are,m~JliipefJ:e!llllges cI alXled revenue
111 LEC VertlCllI serVices
112 LEe Speaal Access services
113 Private line services
114 Oh8f end mise LEC serViceS (boll,ng & collection etc)
115 Oh8f IXC/GLEC revenue IcthElf than SWitched loll'

iO CXRb
54%
54%

'0 CXRb
70%

iO CXRb
54%
54%

'0 CXRb
70%

30 CXRb
54%
54%

40 CXRb
70%

30 CXRb
54%
54%

40 CXRb
70%

30 CXRb
54%
54%

40 CXRb
70%

30 CXRb
54%
54%

40 CXRb
70'!!,

30 CXRb
54%
54%

40 CXRb
7O'lb

30 CXRb
54%
54%

40 CXRb
7O'lb

24%

$03
$03

$03
$03

20%

$03
$03

$03
$03

15%

$03
$03

$03
$03

$03
$03

$03
$03

12%~

$03
$03

$03
$03

4%

$03
$03

$03
$03

$03
$03

$03
$03

$00
$00

share ct 'letal DH" rustcrner loops e)oceedS t!"lrP-St\(~d

$03
$103

EXQiOIi klCl9l'S

Percentage of loops that are unblJndled above ""'ch full adollonal expanses occu'
Total added LEC markebng exparse whe<' unbundled loops exceeds threshold

Resldenllal (btilioos)
BUSiness (blilioos)

Total added LEC markellng exparse If LE(
Residential (btllionS)
BUSiness (blilioos)

115

119
120

117
118

Total added IXC marketing expanse II LEe snare of Ioial btilioops exceea; thresnold
121 Residential (bollionS)
122 Busrness (blilioos)

Ma><1mum parcenl by ""'ch LEC reduces embedoed costs 10 year II p"or
1;23 year RCfl on rate base fell below 7 5% In prla year

$03
$03

50%

$03
$03

50%

$03
$03

50%

$03
$03

50%

$03
$03

50%

$03
$03

50%

$03
$03

50%

$03
$03

50%

-100%

$1.00
$643
$214
$5.36
$214
$25
$32

$1

$107
$1,072
$1,072

$107

2 00'lb

-200%

00%
00%

-200'*.-200%

100%

-200%

-200%

00%
00%

Conslanl
$637
$212
$531
$212
$25
$32

$1

$105
$1.052
$1.052

$105

$631
$210
$526
$210
$25
$32

$1

$105
$1,051
$1,051

$105

2.00'*,

-200'*.

DO'!!,
DO'!!,

200"1<

,100%

00%
00%

200%

I CXRb

200%

o7'7f1:1*,
$624
$200
$520
$200

$24
$32

$1

$104
$1,041
$1041

$104

2 CXRb

200%

$616
$205
$515
$205

$24
$31

$1

$103
$1030
$1,030

$103

00%
00%

2 CXRb

1 CXRb'00%

2 00'lb

00%
00%

2 CXRb

2 00'lb

percentage
$612
$204
$510
$204

$24
$31

$1

$102
$1020
$1020

$102

2 00'lb
001

-;> 00'lb

00%
00%

2 00'lb
001

, 00'lb

$605
$202.
$505
$202
$24
$31

$1

$101
$1010
$1010

$101

'XJ%

-1

$600
$200
$500
$200
$23
$>0

$1

$100
$1000
$1000

1100

$500
$200
$500
$200
$23
$30

1i1

$100
;1000
;'1000

E1ry,

$600
$200
$500
$100

$23
$30

$1

$100
$1,000
$1000

$100

STD
Annual change In CIC fO' acress minutes (befae Jnflatu:lr'l)
Dec:reese 10 CIC for access mInutes for the flrsl year

that ccmpetlbon exceedS % of loops speofled ()i line 1 '6
Isho,"", fa appropriate years]

For vertical serVlces,:::er $1 000 added revenue
For spllCl9l aocass per $1000 added revenue
For prIvate line pElf $1000 adOOd revenue
For ether & mlSC per $1000 acX:led revenuE'

Annual change In CICs for tdl mInutes ibetas InflatIOn)
STD

Annual change In embedOOO cost before ,nflat,oo (LEC, IXC & CLEC)
STD

0fgiii::~\,,?12::~I!,~.it~ cJ btll."79"01l"'~07 .•~rSj'~1ill'2,i'::in:,}:'
lWliilIlall1
AddlKlnsto LEC~

Net repacement InYestment [peroentage 01 prIor year plus coostanl]
PElf addad resoanllal pnmary lOop (In dolars)
p8f added resoanlla! add~looalloops
Per added blJSiness lOOP (in dollarS)
PElf 'shadow' lOOp (In Oolla[$) [see line 151 belOW}
PElf thousand adOOdacross mlnulElS (,n dollars'
Per thousand adOOd toll minutes (In 0010'51
To a lOop unblJndeabie (In c:Ic<lars)

127
128

129
no
131
132
133

AatascJ CIlaD~
124 Annual change In CIC fa loops (betae Inrlatlon'
125
125

134
135
135
137
138
139
140
141

142
143
144
145

Kay. eM' S,peQrgtjons. cootimaed

AatAs g mang@ IQ lovestment per uOlt (be!qe !nflabooL
145 Per loop a aocass minute
147 ASSOCII.ted WIth stranded planl
148 To make loops unbundleable
149 PElf loll mlnule
150 All othElf typas cJ Investmenl

1~

1/%
1/%
1/%
t /%

1 S%
I S%
I S%
1 S%
, "Ill>

1 eAb
1 eAb
1 eAb
16%
1 eAb

16%
16%
16%
16%
16%

1 ?%
1 ?%
1 ?%
17%
17%

1 7'Ib
1 7'Ib
17%
17%
1 ?%

1 ?%
-1 ?%
17'lt,

,17'lt,
, ?%

,1 ?%
-1 ?%
17'lt,

,17'lt,
17'lt,

I ?%
I 7'Ib
1.7%

,17%
-1 ?%

Uoavo"abte mRS 'ttJM lcogs are log to faolttl9§ bised cnmpebtlC(l
Nde' The model edds ftxeds amount CIC expense and Investment per loop AeduetJons In tctlllioops, therefae. reduce Ictal expenses and

Investmenl In reality, """" loops are lost 10 ocrnpetlbon, some patlOn d the plant and assooaled ""parses rem9ln Even thoultt Idal loops may
be gOWIng, some losses 10 faolilies rrrnpelition may be occu"ng The spreea;heet uses "stladow gDYYIh" 10 mOcIBIlhls You stlould spaofy a loop
gowth rate beiON wtucn some COSts are unavoldabkt and sane p1li1"'lt IS stranded due to taohtles-bssed rompetltlOn For e&dlIOOP below the
threshOld you spaoty, a small fraction cJ a stladow a slranoad loop IS Imputed The fraction Increeses unblll reaches 1 stladow loop per lost loop at
the second user spectfied threstlold A thlfd spectt,csbon sets the peroenlage cJ normal CIC ta each stladow loop that Will be Indueled In axparses
Sl2~qe~sts assooated wth lOst rust011ers can be reci.Jeed over tIme. yeu should u~m.u~~~~per]fJcatton to set tt'1s percentage d CIC to'" shacJ:w~

7teIQ61 35 PM



cceJOac Simul.iuft 199:\ '994 199:~J 1990 1997 1996 1999 2000 2001 2002
lOOps that 'Mil be eltmmateo In eaCh d ten succesSive years The InveSimetlt assoaated Nrr-, '~1f8f1deIJ planl per Shaoow lOCO IS speClfled on line 13B
The rate d d"Icmge In that speaflcatlO'l ;5 set b\l the user In line 14 r

151 Loss In hne growth at OOldt cost IS lnCfeaSea to represent stranoed ~ant 00%
152 Loss In line gro'h'th at whIm maximum "SIia(j:)W' lines per lost hne IS ImpUted iJO%

153 Percentage of orc1nary lIne cost attributed to "shacbw" lines l)lb

'54 % of whIm IS reduced In eam of 1n SUccESSI'Oe years (maximum 1()qt,'1 !l'lb

KIf. GlOri Rales 1m Ralj..
155 GrO'M:h fate for vertical services per line 251% J 54% '''% 7"% 175% 1 7"% 1 79lb • 75% 1 79lb 1 79lb
156 STD DOO
157 UnderlYing gowth In tetal reSlC1entlal lines 25J% J 2596 Z9~ " 00% \ 00% 300lb 300lb 3 DCA\- 300lb 300lb
158 STD 001
159 UMerlYlnq gO'Mh In busmess lines 50596 J 55% 63016 ',30lb ,)30lb 530lb '.30lb 530*, 530lb 530lb
160 STD 002

UnderlYing toU~mlnute grO'tfth (exdw::>lve d price elastIc stlmulahoo)
151 Residential InterLATA Inters-ate (per housenold: \ ~C% \ 50lb ,50lb 3 5C/lb 350lb 225% 229lb 225%
162 STU 001
163 ResldenltallnlerLATA Intrastate (per househOld' OOlb '\ 50lb ,50lb ,50lb 350lb 2251* 225% 225%
164 STD 001
165 Res,denlial tntreLAT A (per hcusehohr '0 Olb '25% .'25% .'25% ;~ 25% .'25% .'25% 225%
'65 BUSiness tnterLA T A toll per line 506% , 6'lb OOlb o00lb 'j 00lb 500lb ',00lb 22~ 225% 225%
167 STD 001
168 BUSiness If'''ltraLA T A toll per line I:, CAb 25% ? 25t1b 225% ~: 25% ='2~ 225% 225%

Speasla~ revenue 25% 56'lb 20% 20lb 20% 20% 20% 2CA\-, 20lb 20'lb
170 Percent cJ speoat ClCCBSS that IS Interstate Be 7% 68 I'lb 68 7% Be 7% 68 7% 687% 687% Be 7% Be 7% 68.7%
171 LEC pnvate line & mlSC toll revenue 128% '02% 00lb 500% 500% 500% 500% 500% 500% 500%
172 Percent r:i PL & mlSC that IS tnterstate 02% )2% 02% 02% 02% 02% 02% 02% 02% 02%
173 All ether LEC revenue 47% 37% 90lb 20lb 20'lb 20'lb 20'lb 20'lb 20'lb 20%
174 Percent c:I ether revenue that IS re9Jlatea 75 Olb '5 CA\- '') Olb '5 Olb 75 Olb 75 Olb 75 Olb 75 Olb 75 Olb 75 Olb
175 Percent d ether revenues that IS InterS-ate 28% 'l'll- 8% 28% 28% 28% 28% 28% 28% 28%

176 lJ.rcMoth rotc In ether to:-.lC"::; '5'lb )4'lb 3'lb 13'lb ! 3'lb 13'lb , 3'lb ' 3'lb 13'lb 13'lb
177 Interest B)(pense as percent ot npf plal11 26'lb .?4% 5% 25% 25% 25% 25% 25% 25% 25%
178 ErreclJve Fir rate 318% >,31% ;33% .l3 3% 333% 33 3% 333% 333% 33.3% 33 3%
179 LEC sharaholder eqJlty as percent 0' oel olanl 468% ",'j "l!- 16 O'lb 16 Olb 46 Olb 46 Olb 46 Olb 460*, 46 Olb 46 Olb

180 Gr~h In other IXC revenue ., 0% 30'lb 30'lb 30'lb 30% 30lb 30lb 30'lb
181 percent d ether IXC revenue that is Interstate 0Cl% 80% 0Cl% 0Cl% 0Cl% 0Cl% 0Cl% 0Cl% 8O'lb 8O'lb
182 GtO'Mh In Diller CLEC revenue 'O'lb '0 Olb 95% 90lb 86% 81% 77% 74%
183 percant cI other CLEC revenue that IS Inlerstate 13% r,,% 13% 13% 13% 13% 13% 73% 73% 73%
184 Growth ratp. m mOOlle oth~ thar'! C€'l!ulaf & pes 25% 25% 2'5% 25% 25% 2'5% 25% 25%
tOE. Cr uvvlh III vulluh.u & f"'CC ,}.) ~L I ",,/I' ... 0")(.. '0'lL 'J '0'lL '0 I0'lL If) lryo,(" 1010"11, 10 I0'lL '010'l(,
186 peramt moble & cellular re\lenIJ8lhais IrderSlate ./% ",. '% 7% 7% 7% 7% ."",. 7% 7%

Poge4 Atlach'TI'?"il 718/96 1 35 PM



2002200120001999199819971996

939
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$22.8 $27.0 $27.1 $29.6 $32.4

nee:

Change In Consumer Surplus lrom Base Case (OllllonS)
Residential $0.0 ($0.8) $6.8 $7.8 $8.1 $8.4 $8.6
Business $0.0 ($0.8) $7.6 $9.0 $10.0 $10.8 $11.7
LEC Surplus $0.0 ($0.1) ($7.7) ($3.2) ($1.6) ($3.0) ($4.7)
IXC& CLEC $00 $01 $02 ($1.4) ($2.0) ($1.1) $0.0

JQ.Q SQ.1 (Ki) (~ (J3.Z} (JiMl
~total $0.0 ($14) $2.0 $8.6 $11.3 $11.6
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LEG EBITDA
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IXC/CLEC Operating Income

S80 -----
S60 - - - - . .. . . . ... . . ... - - - -

:;~~
$- ~

~o 8 0 8 0 8 0 00 00_ N N N rv N

Bell
Amerltech Atlantic BeliSouth NYNEX PacTel SBC US West

mH!
Earnings Loss $ 92 $ 85 $ 101 $ 61 $ 39 $ 93 $ 47
Percent Decrease in Earnings 3.10"'/_ 3.10"'/_ 3.10-/. 3.10-/. 3.10-/. 3.10"'/. 3.10"'/_
ROE 22.09% 2197% 17.51-/. 19.8?1. 35.95·1. 22.64% 28.19%
CashlConslruction 193.06-/. 148.04% 1478~/. 130.50"'/. 109.47% 183.380/_ 131.82-/_
Earnings/Dividends 195.13% 196.46% 185.15% 183.50"'/. 129.44% 212.48% 145.16·/_

Stpek prIce EIfw;t
19ge Stock Price Atter Hit $ 56.80 $ 64.91 $ 38.55 $ 49.63 $ 28.75 $ 52.89 $ 32.25
February 1996 Stock Price $ 59.63 $ 68.38 $ 40.38 $ 52.13 $ 30.25 $ 55.75 $ 34.00
Percent Decrease 5.0Q-/. 50]-1. 453% 4.79·1. 4.96·1_ 5.13% 5.1?1_

Composite Decrease 4.9ee/.
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first class mail, postage paid. to the following on this 8th day of July, 1996.

Reed E. Hundt**
Chairman
Federal Communication Commission
Room 814
1919 M Street, NW
Washington. DC 20554

James H. QuelIo**
Commissioner
Federal Communication Commission
Room 802
1919 M Street, NW
Washington, DC 20554

Rachelle E. Chong* *
Commissioner
Federal Communication Commission
Room 844
1919 M Street NW
Washington, DC 20554

Regina Keeney* *
Chief. Common Carrier Bureau
Federal Communications Commission
Room 500
1919 M Street N.W.
Washington, D.C. 20554

Richard Welch**
Chief, Policy and Program Planning
Division
Federal Communications Commission
Room 544
1919 M Street, N.W.
Washington. D.C. 20554

International Transcription Service**
1919 M Street, NW
Washington, DC 20554

Gloria Shambley** (3)
Common Carrier Bureau
Federal Communications Commission
Network Services Division
Room 235
2000 1 Street N, W
Washington, D.C 20554

Mary DeLuca**(2)
('ommon Carrier Bureau
Federal Communications Commission
l'ielwork Services Division
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Federal Communications Commission
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